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1. My name is Richard A. Epstein and I am the James Parker Hall Distinguished Service

Professor of Law at the University of Chicago. r received an A.B. degree from Columbia University

in 1966, a B.A. (Juris.) from Oxford University in 1966; and an LL.B. degree from Yale University

in 1968. I have done extensive work on the communications industry and in the law of takings.

have been retained in this matter by Bell Atlantic Corp. and SBC Communications Inc.

2. The purpose of this statement is to assess the takings claims that arise out of this

rulemaking insofar as they pertain to certain key questions of how pricing between alternative

exchange carriers should take place under the Telecommunications Act of 1996. The basic

proposition here is that the Fifth Amendment of the Constitution--"nor shall private property be

taken for public use. without just compensation"-applies to Incumbent Local Exchange Carriers

(ILECs) after the passage of the 1996 Act just as it did before and that the applicable constitutional

standard requires the ILECs to be able over the life of their investments to recover their total

economic cost of providing service. which includes not only fO!VIard-looking TSLRlC (total service

long run incremental costs) but also reasonable joint and common costs of running the netv.'ork, the

historical or embedded costs incurred in setting that network up, and a reasonable profit on this total

cost. These concerns should animate the FCC in dealing with the major issues of the rulemaking

proceedings In particular. three points stand out:

First, that under the takings clause. the use of forward-looking TSLRlC provides a
constitutionally inadequate base for pricing interconnection between exchange earners.

Second, that the mandatory resale of retail services to competitive local exchange carriers
(CLECs) at the subsidized rates for which they are offered to consumers, less avoided costs,
could raise serious takings questions.

Third. that the adoption of the bill and keep proposal for the tranSport and termination of calls
, could likewise constitute a taking of the ILECs property, without just compensation.

3. Some initial observations about the 1996 Telecommunications Act will help to set these

claims in perspective. It has been said that the Act introduces a competitive regime in

telecommunications by facilitating entry of many companies into all local and long distance markets.

The statement is only a partial truth. While the Act encourages multiple entry at all levels of the

market, it does not create--it cannot create-a pure competitive industry. In a true competitive

market., all firms operate independently of one another; none has a direct interest in the survival and

viability of its competitors: and none can commandeer by the use of state power any resources

owned by its rivals.



4. The arrival of a "competitive" telecommunications market under the 1996 Act does not

eliminate a government role in forging interconnections between competitive network providers. The

FCC, and the statements of A.T&T and MCT have made much of the risk that the ILECs can "hold

out" for compensation in excess of economic cost. But they have largely ignored the inverse risk.

that the mandated terms for mterconnections between competitive local exchange carriers (CLECs)

and the ILECs will force the ILECs to provide CLECs Sef'i1CeS at below economic cost such that the

ILECs could not recover their investments. plus a reasonable rate of return thereon., from the creation

of the network infrastructures on which the CLECs' own businesses depend.

5. This second risk is one of constitutional dimenslOns. The standard constitutional doctrine

on rate regulation contains two parts. The justification for regulation is to control the pricing policies

of natural monopolies. But left without constitutional supervision, price regulation could be so

stringent as to leave the regulated monopolist in an untenable position. The typical natural monopoly

must incur high sunk costs to establish its basic network, The marginal cost of providing additional

units once the network is established is often quite low A regulatory policy that provided the

regulated industry with rates sufficient to cover its variable costs plus a bit more would be sufficient

to keep the fum in business in the short term: It would lose more money if it abandoned its market,

for then none of its original investment could be recovered. Yet by the same token a pricing policy

that did not allow the regulated firm to receive a reasonable rate of return on its initial investment

would be disastrous in the long-term, for no new capital r:ould be attracted to the business under a

legal regime that threatened confiscation through regulation. See Reply Statement of Jerry A.

Hausman.. f[~ 3, 10-1 1 (attached to USTA filing). So the takings clause has long been invoked to

insure that preventing monopoly pricing did not become a pretext fer the confiscation of invested

capi~. See HQpe Natural Gas y. FPC, 320 U S 591 (1944); DuQuesne Liiht CQ. y Barasch, 488

c. S. 299 (1989); Jersev Central Power & Liiht CO. v, FERC, 810 F.2d 1168 (D.c. Cir. 987).

6. It follows that the takings issue in the context of regulated industries must be evaluated

comprehensively over the useful life of the underlying investtnent. To look at the problem as

involving only the pricing for present and future periods seriously misstates the fundamental inquiry.

It is as though, for example. the government decided to limit the prices that drug companies CQuld

charge fQr their products to a sum equal tQ their marginal cost of production, after the drug had been

developed. That rule would end all further development, even if it increased consumption of the

particular drug in the short run. Or, it is as though no patent and copyright protection shQuld be
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supplied at all, since the marginal cost of production of a writing or invention was zero. The supply

of new writings or inventions would similarly cease.

7. The form of regulation in telecommunications has changed radically over the years. but

this basic tension remains. Regulation to avoid monopoly excesses must itself be constrained

constitutionally to prevent confiscation through artificially low rates. It is not correct therefore

simply to posrulate that the possession of some degree of ILEC monopoly power justifies whatever

scheme of rate regulation Congress or the FCC can deVIse. The appropriate scheme must be alert

to the risks of expropriation through regulation of ILECs just as it must be aware of the risk of

monopoly extraction. Both risks cannot be simultaneouslv driven to zero, but any Congressional or

FCC policy that consciously and systematically ignores the risk of expropriation will surely run afoul

of the commands of the takings clause. In fac: each of the three pricing proposals for

interconnection made by AT&T and MCl appear to v101ate the takings clause.

r. Pricim~ interconnections on forward lookim~ ISLRIC constitutes a talcini of the !LECs

invested capital wjthQut just compensation.

8. The general principles of rate-base rate-of-return regulation applied to the network

investments made over the years by the ILECs The [LEes were all subject to regulation by both

federal and state regulators The object of that system was to develop a set of rates that., among

other objectives. authorized a reasonable rate of return on invested capital over its anticipated useful

life. These investments made under that svstem were not unilaterallv set bv the !LECs, but were. . .
subject to intense utilization reviews at both the FC:::: and the state level. The purpose of these

reviews was to counteract the incentive of regulated industties to overinvest in the size of their base

in order to expand their potential rate of rerum. More recently, regulators have adopted price cap

regulation under which gains from unnecessarily expanding an investment base have been sharply

diminished and the incentives have been reversed.

9. Nonetheless, some parties have suggested that regulators should presume that LECs

historically have overinvested and deny them an opportunity to recover the cost of that investment.

At the very least, the elementary requirements ()f procedural due process make it wholly

impermissible to presume after the fact that these investments were not properly incorporated into

the rate base in the first place. The proposal offends the principle of finality with respect to the

initial rate hearings, and seeks to work a fundamental revision of vested property rights on the

strength of new and unannounced standards. without the benefit of notice or hearing to contest them.
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10. The objections are also substantive. It is wrong to treat questions of optimal pricing as

a one period issue. Any system of pricing that takes the long view must evaluate all the effects of

the pricing program. The initial investment decisions of ILECs were made and scrutinized under a

constitutional regime that assured that the costs prudentlv incurred today could be recovered in the

future. Yesterday's future IS today. The proposal of -\T&T and MCI is to urge the FCC to renege

on that earlier promise by treating yesterday's protected investments as taday's sWlk costs. and

thereby to introduce major distortions on any decision of whether or not to build capital assets. The

FCC also inquires about the proper status of these hiStorical costs. NPRM ~ 144. The danger is that

the law will use one understated definition of coSt when the economics of the situation requires a

fuller. and more accurate accounting. See !~ffidavit of Jerry A. Hausman, ~ 15: "These sunk costs

'Nill not be counted in the forward looking costs of a LRIC, but they are again investments incurred

by the LEC in building its netWork." The clear implication is that if these costs are excluded once

and for all from the coSt base of the syStem when in.terconnection costs are calculated. then the

command of Hope Natural Gas is violated.

11. One response to this substantive objection is that the ILECs took the risk of a change

in legal system and thus cannot complain because theIr investments represented a gamble that failed.

But there is no evidence whatsoever that their initial'nvestments should be treated, after the fact, as

a wager. The earlier ratemaking proceedings covered many contingencies, but no one has presented

any evidence that the allowable rates were boosted above competitive levels to compensate the

ILECs for the risk that their historical costs could not be recovered after a change in the basic

regulatory scheme. Quite the contrary, the earlier rates were tied to competitive prices because the

constitutional regime guaranteed a recovery of these costs come what may.

12. A second argument for ignoring hiStorical costs is implicitly suggested in Joseph Farrell's

speech of May 15, 1996, "Creating Local Competition" at pp.. 11-12. His basic argument is that the

protection of the 1LECs' natural monopoly should be regarded as similar to the protection afforded

to patents. which give the inventors monopoly protection for a limited time, after which the invention

falls into the public domain. The suggested parallel claims that because the ILECs have long

enjoyed monopoly power, Congress may now see fit to open their networks to common use. But

the comparison fails on at least three grounds. First, the patent policy is made explicit at the creation

of the patent, and is not imposed unilaterally after the patent is issued. No one would think it proper

if Congress just shortened the period of patent protection for existing patents, without paying just
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compensation. Second, the ILECs were subject to extensive state and federal regulation at all points

in their lives, while the holder of a patent has unlimited discretion over the prices charged for the

uses of his invention. And third.. it would be utterly ruinous to propose that the ILECs "share" their

networks at below cost when they must maintain and upgrade them on a continuous basis, From

where would the needed revenues come') It follows therefore that the patent analogy fails, and that

the only appropriate constitutional treatment is to allow the ILECs to recover their historical costs.

13. The proposal to use forward-looking TSLRIC ignores applicable constitutional constraints

by shrinking the appropriate rate base for setting interconnection fees. The argument for that

proposal is that the lower these fees are, the cheaper it will be for new competitors to enter the field.

As an economic matter that proposition guards against the risk that the CLECs will be charged

supracompetitive rates. But by the same token an excessIve preoccupation with ease of entry could

increase the opposite distortion. which is to subsidize the CLECs by setting their rates below cost.

A similar result follows if the only concern of the FCC is to insure that the CLECs have an

unbridled option to mix and match unbundled items from the ILEes with whatever network

components they might 'Wish to build for themselves. See NPRM, at' 75. That posture opens up

the possibility that the CLECs could demand that the [LECs construct at their own expense new

methods and procedures, which then they choose not to consume, or to consume in negligible

quantities. See, Declaration of Raymond F. Albers. ~ ?9. appended to Bell Atlantic's Comments.

14. To see the constitutional infinnities of those systematic subsidies, consider the following

scenario. Assume that an ILEe were to sell ~ of its capacity under these mandated transaetions at

rates based on TSLRlC. Here the receipts from those sales would not, over the useful life of the

facility, permit the recovery of the initial costs plus 1 reasonable rate of return. A fractional loss

should be subject to the identical treatment. If the government cannot condemn land worth S1000
,

for S500, then it cannot condemn one tenth ofiliat land. worth S100 for $50. The market penetration

of the CLECs only goes to the magnitude of the uncompensated taking, Dot to its existence. Yet

throughout, no proposal has been made to make up any shortfall out of any general revenues, or

other forms of taxation, which could be introduced if Congress and the FCC wanted to require the

resale of interconnection services at artificially deflated prices.

15. The proposal for forward-looking TSLRlC pricing is constitutionally infirm, moreover,

even if the refusal to compensate for embedded costs somehow escapes constinnional invalidation.

The construction of some alternative, but purely hyPOthetical, rate base predicated on an untested
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alternative design ignores many of the real costs that go into making any real-world local exchange

system operative. The proposal imagines that in a competitive industry an efficient firm makes all

the correct decisions on cost and design for the optimal network the first time out of the box. and

has perfect foresight of how technology will develop Stated in this form, the proposal offers a

parody and not a description of a competitive industrY A competitive industry may create incentives

for firms to use resources efficientlv. But in a world of uncenain technology and future demand.

no competitive firm bats 1 000. Those firms with the lowest error rates survive, which is a far cry

from saying that no firm makes any errors ever

16. To use a homely comparison., the child's game whereby one child cuts a cake in half and

the second gets to pick the slice is designed to create incentives for the cutter to make equal slices.

And so it does. But if the ability to cut is not perfect. then the slices will not be even. At this point,

it is always better to be the child who chooses, not the child who cuts. The CLECs ask that they

be given the preferred position of the child who chooses. while forcing all the irreducible risks of

error in network design on the ILECs. Worse still. once the ILECs have incurred all these costs, the

CLECs are under no obligation to purchase anv portion of the network, or to purchase it for its full

useful economic life. (See .AJbers declaration. supra. fT ] 3) The CLEes therefore receive for free

the long-term option to purchase service, but bear none of the risks of providing these services.

Indeed no CLEC will ever attempt to build its own facilities, even if these are in fact cheaper, so

long as it is allowed to purchase its inputs on an idealized modeL See NPRM, ~ 185, 186; HatlSIIlan,

Reply Affidavit ~ 3-5 The applicable constitutional standard requires that rates of return be

calculated on a risk-adjusted basis. Yet these hypothetical models of the idealized network implicitly

deny compensation for any of the risk elements that would be compensated in a competitive system.

II. ReQJ,lirim~ wholesale discounts for the sale Qf retail services now sold to consumers below

CQst cOuld raise serious takinis issue.

17. The current interconnection proposal contemplates the forced sale of wholesale services

at a price determined by taking the current retail cost of these services less their avoided costs (e.g.

billing). See Act, section 25I(c)(4); NPIU"t, ~~ 172-188 The removal of avoided costs reflects

sound economic and legal principle, for the ILEC should not be allowed to recover compensation

for a current service that it is no longer called upon to provide.

18. The constitutionality of the pricing of wholesale services, however, depends on the

pricing rules that the FCC authorizes elsewhere under the Act. The system of regulation prior to the
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1996 Act, and indeed after it contemplates providing services to cenain segments of the population

(e.g., residential and rural customers) below cost. These subsidies could not, of course, survive in

a purely competitive regime. They have survived before and after the 1996 Act because other

sources of funds have been set aside to cover these subsidies. For example, the right to supply

vertical services and intraLATA toll for residential service above cost gave the ILECs sufficient

revenue to offset its required losses on mandated servIces. Yet If these venical add-ons are treated

as unbundled elements that must be provided at coSt instead of as retail services to be supplied at

retail prices less avoided costs. then a serious takings Issue would be raised, unless some other funds.

such as a universal service tax, were levied to cover the gap. The problem cannot be ignored

because the various subsidies of the prior legal regime have not been eliminated by the 1996 Act.

There is no justification under the takings clause for forcing an !LEe to sell its rival any elements

or services at a loss when it has no opportunity to recoup that loss by follow-on sales. The cost rules

for the resale of subsidized services should not be used to force the ILECs to subsidize both their

own customers and the CLECs who are in direct competition with them. All in all, the FCC must

confront the takings issues from the resale of retail services at every stage of its deliberations, in

order to insure that each part of the system is coordinated correctly 'With the whole.

UI, The FCC's bill and keep proposal can lead to an uncompensated tilini of private

property in violation of the fifth amendment.

19. I have already 'Written at length about this topic in a statement prepared for Bell Atlantic

and SHC in connection \Vith the bill and keep proposal for commercial mobile radio services

(CNfRS) and the wireline LECs. As a result. r will limit my comments here to indicating how the

more general bill and keep proposal differs from that same proposal in connection with CMRSJ1..EC

transactions.

20. The point of departure for this analYSIS is a stripped dO\lffi ttansaetion in which the

division of revenues must be made for the firm that originates the call and the one that terminates

it. In principle both of these companies have to bear costs, so that a rule which requires one finn

to supply its tennination services free of charge necessarilv takes from that firm the resources needed

to provide service to its competitor.

21. The question then arises as to what arguments might justify this depanure from the rule

that allows individuals to use the services of a rival only if it purchases those services at market

value. Here we can easily dismiss the argument that no compensation is required because some
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reasons lead to a systematic long-term imbalance of call origination. And it is precisely in those

cases that the financial accounts will not even out in the long-run. The institutionalization of the bill

and keep proposal will therefore give one carrier a built-in incentive not to negotiate a voluntary

agreement, for why should It give up an admimstratrve windfall unless it receives an equal or greater

windfall in exchange') Adopting bill and keep therefore would have the regrettable tendency of

freezing into place an inefficient proposaL and an unconstitutional one as weB.

25. Finally. previously r noted that bill and keep would fail if treated as the sole subject of

a its own rate order. HQpe Natural Gas requires that all regulatory accounts be balanced within each

rate order, SQ that nQ regulated industry must accept confiscatory rates today on the strength of a

vague. promise of compensation at some future unspecified day in some future unspecified forum.

In this rulemaking, the bill and keep proposal is blended 'With determinations governing the pricing

of interconnections and Qf resale of basic lLEe capacity The previQus arguments have shown that..

taken alQne, there is a substantial risk that each could work an undercQmpensated taking of ILEC

property. The bundling of separate topics v.ithin a single rate order does not insulate the entire order

from review. Nor does it save each of the separate elements that it contains from constitutional

challenge under the takings clause. More specificallv .. if W of the components of a comprehensive

rate order forces a regulated firm to operate at a loss, then none of its components are saved by

bundling it into a single package. As was said in the garment industry, you cannot make up in

volume the loss you incur in selling each piece. \\inat 15 required for each loss component with the

comprehensive order is some form of implicit compensation elsewhere in the order.

26. It does not appear as though the necessary offsets have been provided for here. Instead.

the amalgamation of three separate issues into a single hearing only compounds the basic risk. The

interconnectiQn rules proposed by various parties ignore historical and other costs and that do not

take into account error cost, technological change and demand uncertainty works a taking of ILEC

property without just compensation. The provisions for the resale of retail components at wholesale

prices could easily be configured in such a way that It too works a taking of private property. A bill

and keep order surely works a taking whenever there is a traffic imbalance, and perhaps in other

cases as well. The sum of three negatives is a greater negative. These proposals, singly and in

combination, threaten to so alter the terms of forced rrade between the ILECs and the CLECs that

the entire rulemaking proceeding runs the risk of officlallv authorizing a massive taking from ILECs

to CLECs, in viQlation of the Fifth Amendment to the t"mted States Constitution.
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Determination of Additional Contribution
to Cover

Forward Looking Shared and Common Costs

The development of a loading factor to include shared and cornman costs in addition to TSLRlC
involves the detemllnation of the TSLRIC. Shared and Cornman costs Based on cost srudies
penorrned for Maryland the rollowing costs have been Identified:

Direct Incremental Costs (TSLRlC)

Shared Costs

Cornman Overhead Costs

Total Costs

Total Shared and Common Overhead Costs

AmOunt

$820.600.000

1 i OjOO.OOO

6S.648.000

S18<.148.000

% of TSLRIC

14.6%

8.0%

22.6%

Source

~

: \10 C.lSe ::858~. Phase] - Beard Direct Testimony

: MD SpecIal Study 10 determme the loading to be added 10 Direct CostS (TSLRlC) for Common Overhead Costs. The dollar
mlOunl was caiculated by muJuplvlOg the Direct Incremental Costs 'T'iLRlC1 bv the Common Overhead Loading percentage
jetermmed 10 the studv

Tne Total Cost of $1.005.748,000 represents the Total Forward Looking costs and includes an
allocation of shared and common costs. The loading factor of 22.6% represents the shared and
common costs to be added to the TSLRIC costs. Tlus calculation does not include any profit as
defined by Dr. Alfred E. Kahn and Timothy J Tardiff In their affidavit on behalf of Bell Atlantic.

E. R. Beard
E. M. Wylonis
5/28/96



CERTIFICAIE OF SERVICE

I hereby certify that on this 30th day of May. 1996 a copy of the foregoing "Reply

Comments of Bell Atlantic" was sent by first class mail. postage prepaid, to the panies on

the attached list.

Jonathan R. Shipler

* By Hand
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RICHARD A. EPSTEIN
1111 EAST 60TH STREET

CHICAGO, It 60637

Phone: (312) 702-9563

May 15, 1996

Mr. William E. Kennard
General Counsel
Federal Communications Commission
Washington D.C.

Fax: (312) 702-0730

In Re Matter of Interconnection betw'een Local Exchange Carriers and
Commercial Mobile Radio Service Providers, C. C. Docket No. 95-185

Dear Mr. Kennard:

I am writing this letter to you in my capacity as consultant for the Bell
Atlantic Companies and SBC Communications Inc.. I have enclosed a copy of
a white paper that I have prepared which outlines the takings challenges that
I believe undermine the soundness of the Commission's tentative bill and
keep proposal governing interconnections between Commercial Mobil Radio
Service (CMRS) prOViders and Local Exchange Carriers (LECs). Over the
years, I have done extensive work in both law and economics and in the
constitutional law of eminent domain, both generally, and as it applies to rate
regulation.

As you know, the Commission has "tentatively conclude[d] that, at
least for an interim period, interconnection rates for local SWitching facilities
and connections to end users should be priced on a 'bill and keep' basis."
(NPRM, at P. 4). The enclosed white paper analyzes the bill and keep proposal
along two separate frontiers. The first asks about the consistency of the
proposal with the constitutional mandate of the takings clause. The second
addresses the relationship between the bill and keep proposal and the existing
case authority. Let me briefly summarize each part.

In dealing with the constitutional issues raised by the proposal, it is best
to begin with a single phone call that can be completed only with the
cooperation of two companies. It can be taken as given that the
interconnections will be established either by private agreement or under FCC
order, so that the only question is the distribution of the costs associated with
the transmission of the call. The bill and keep proposal states in effect that
the party which originates the call gets to keep all the revenue from it, even
though the resources of the receiving carrier are used to complete the
transaction. Looked at in isolation, this view of the matter surely requires
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one carrier to part with valuable property and labor for no compensation. If
this is all there were to the matter, then the nature of the constitutional
violation under the takings clause would, in my judgment be too plain to
consider further. The case would be no different from one in which a
regulator allowed A to use the automobile of B for A's purposes, without
payment of just compensation.

The distinctive features of the communications network, however,
suggests that three possible justifications might be advanced to negate the
apparent violation of the takings clause. One argument is that government
coercion is necessary to overcome the holdout problems that arise whenever
separate carriers are forced to operate a seamless network. But while this
argument may well justify FCC coercion to establish interconnections
between networks, it in no way precludes the originating carrier from paying
for the use of the capital equipment of the another carrier. The holdout
problem can be overcome with payment of just compensation just as it can be
overcome without such compensation.

A second argument recognizes that compensation is required and
insists that this compensation is provided in the ability of the receiving
carrier to take advantage of a bill and keep regime in other transactions
between the parties. In essence, the compensation is afforded in-kind, in the
right to extract gains from the same parties who have extracted these gains
from you. This argument, however, only shows that~ compensation has
been provided. It does not show that iJ,la!. compensation has been provided.
In order for that condition to be satisfied, it has to be shown that the payments
a carrier gets to keep when it originates the calls are equal to the losses it
suffers when it terminates a call. Yet the mere fact that 85 percent of the calls
(and an equal percentage of minutes) start with the CMRS provider show that
this condition is not satisfied. The partial compensation prOVided by the
reciprocal payment system reduces, but does not eliminate, the scope of the
constitutional violation.

The last argument in favor of bill and keep is that it minimizes the
costs of running the system by remOVing from all carriers the administrative
costs of settling accounts between them But the savings in administrative
costs is small at best, and in any event is completely overshadowed by the
unfortunate incentive effects that are created in every case when one carrier is
allowed to ignore the costs that its actions in sending calls impose on the
carrier obligated to receive them. The systematic distortion of incentives
eliminates any conceivable cost-saving Justification for the deviation from
the just compensation principle that the proposed bill and keep regime would
introduce.

The case law fully supports the above argument. On this question two
lines of authority are relevant. The first are those cases that deal with the
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regulation of public utilities and require that the rate structure imposed by
any given rate order allow the carrier to recover a reasonable rate of return on
its original investment. Here it is critical to stress that the key Supreme Court
pronouncement in Hopg Natural Gas v. FPC. 320 U.s. 591 (1944) required that
the just compensation be provided in connection with each individual rate
order. That rate order requirement means that it is not possible for any
regulator to circumvent the just compensation obligation with an
unenforceable assurance that whatever is lost in this proceeding will be made
up at some other time. The inability to balance the accounts over time within
the FCC, or to balance the accounts between the FCC and the state agencies
points out the critical importance of the judicial requirement that each rate
order be a self-contained unit, brought to closure at a single time. The bill and
keep proceeding has to stand on its own, and the losses that are imposed on
the LECs cannot be wished away on the assumption that some future
ratemaking procedure will authorize compensatory rates.

The basic framework under the rate of return cases, moreover, is not
displaced by the "reasonable expectations" test that has been developed by the
Court in Penn Central Transportation v. New York. 438 U. S. 104 (1978). That
case dealt with land use regulation, where the scope of state discretion. is
always greater given the danger of conflicts over land use between neighbors.
But the moment the matter becomes one of rate regulation, the clear and
justified expectation is that all rate proceedings will provide a reasonable rate
of return on invested capital, just as the decision in Hope provides.

As a matter of both theory and case law, therefore, the proposed bill
and keep order has to stand on its own when faced with a challenge under the
takings clause. OWing to the imbalance in call origination, a bill and keep
system works a major redistribution in wealth away from the LECs to the
CMRS prOViders in a manner that is inconsistent with the takings clause of
the Constitution.

Sincerely yours,

Richard A. Epstein
encl.
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THE FCC BILL AND KEEP PROPOSAL:

A TAKINGS ANALYSIS

by

Richard A. Epstein.·

BACKGROUND The subject matter of this background paper is an

analysis of the constitutional ramifications of the proposed "bill and keep

order" that will determine how compensation is set for interconnections

between Commercial Mobile Radio Service Providers (CMRS providers) and

Local Exchange Carriers (LECs). The topic has been the subject of an extensive

administrative proceeding before the FCC. in which the Commission has

"tentatively conclude[d] that, at least for an interim period, interconnection

rates for local SWitching facilities and connections to end users should be

priced on a 'bill and keep' basis." (NPRM at P 4) If adopted, that proposal

would allow the carrier that initiates a caJ] to keep all of the revenues

generated by it.

By way of background, under current conditions the volume of traffic

is not evenly balanced between calls that originate from the CMRS provider

in wireless mode, and those which proceed from the land and wire based LEe.

Today about 85 percent of the calls originate via CMRS, with only about 15

percent originating on the LEe. The Commission's proposal therefore results

in assigning 85 percent of the revenues from these interconnections to the

CMRS provider, without, as it will be shown, any justification for this skewed

allocation. In my view, any future order that adopts this proposal, whether

on a temporary or permanent basis, would authorize a taking of LEe property

This paper has been prepared as a consultant for the Bell Atlantic
Companies and SBC Communications, Inc
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without just compensation, in violation of the Fifth Amendment to the

United States Constitution, which states Ii nor shall private property be taken,

for public use, without just compensation '

In order to demonstrate how the bill and keep approach effectuates a

taking, I shall begin with an analysis of a single stripped-down transaction

subject to the bill and keep proposaL Thereafter I will show that the full

range of complicating factors does not dislodge this conclusion, even if they

may have some effect on the financial magnitude of the constitutional

violation. More concretely, the bill and keep proposal fails notwithstanding

the assumed need of FCC regulations to govern interconnection. It also fails

even if all LEC I CMRS transactions are combined together in a single rate

order. Finally, the bill and keep approach fails even when all relevant

administrative costs and incentive effects are taken into account.

After that analytical examination of the question, I shall then examine

the existing precedent, chiefly that urged on the FCC by the proponents of the

bill and keep pricing regime. This analysis comes in two parts. First, I shall

look at those cases that deal directly with rate regulation of public utilities,

see, e.g., Federal Power Commission v. Hope Natural Gas. 320 U.S. 591, 602

(1944), and Duquesne Light Co. v. Barasch. 488 U.s. 299, 310 (1989), to show

why they preclude the adoption of the NPRM's bill and keep approach. In

undertaking this analysis I shall assume the relevance of these decisions,

even though the telecommunications industry is in large part no longer

subject to traditional forms of rate-oi-return regulations to which the

decisions in Hope and Duquesne Light both applied. The differences here are

not unimportant because the LECs are subject, both in theory and in practice

to a level of direct competition that was not present in the natural gas
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industry at the time of HQpe Qr in the traditional public utilities at the time of

Duquesne. The rise of competitive forces in the home base of the LEes is a

topic that requires extended analysis in its own right, but it is one that I leave

here for another day It is sufficient to note for this purposes that any new

competition dQes not alleviate the takings problem. To the contrary it

aggravates it. In a world without competition, internal cross-subsidies can

offset any losses the LECs are forced to bear on particular services or products.

But these pockets of plenty are soon emptied if new competitors can lure

away from the LECs their high-margin products or services.

Within the context of traditional rate-of-retum regulation, the basic

proposition that governs the dispute over the proposed bill and keep order is

that every rate order of the Commission must guarantee a public utility the

opportunity to earn a fair and reasonable rate of return for all the separate

components to which it applies. That requirement, which derives from the

explicit language of HQpe prevents the systematic danger of allowing a

regulator to impose net losses on a regulated party today on the strength of its

vague and indefinite promise to "make good" that loss tomorrow. The

regulator is still free to make its rate orders as broad or as narrow as it pleases,

and to provide on one bottom line the constitutionally required rate of return

from any constellation of activities and services bundled together in a single

rate hearing. But it must tie up all the loose ends of its chosen project at the

same time.

The second half of the legal analysis disputes the contention that the

investment-backed expectations test of Penn Central Transportation CQ. v.

New York, 438 U.S. 104 (1978), leads to a different result. Quite simply all LEe

investments are made with the expectation of profit and under the
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assumption that they will be rewarded with the constitutionally required rate

of return. Penn Central does nothing therefore to displace the constitutional

standards developed in~

1. THE ANALYTICAL FRAMEWORK. The simplest interconnection

between a CMRS provider and a LEe requires the cooperation of both firms.

Each firm has to incur capital and operating costs to maintain its services,

and, in the absence of external subsidies, these costs can only be recovered

from charges collected for the use of the system. The bill and keep proposal

for interconnection rates would stipulate that in every case, jointly provided

services should be treated as though they were provided by only one company

to the transaction-the party that originates the call keeps all the revenue

collected from the customer who originated that call. Both companies sow,

but in the particular transaction only one reaps

To see the constitutional infirmities of the bill and keep approach,

consider a stylized analysis of a single phone transaction. Suppose that for

any given call, the revenue is $0.50 and the cost is $0.20 for each firm. Here

the allocation of all the revenue to a single firm results in a profit of $.30 to

the originating firm and a loss of $.20 to the terminating firm. The overall

profit from the transaction equals $.10. This distribution of profit and loss for

the individual transaction would not arise in a voluntary market that

required the consent of both parties for the transaction to go forward.

As applied to this single transaction, the constitutional standard

implies the terminating carrier is entitled (profit aside) to receive the $.20

necessary to cover its costs of completing the call. Yet the bill and keep rule

allocates all the revenue to the originating carrier. When the transaction is
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viewed in isolation, the forced surrender of capital and labor for no

compensation is a paradigmatic violation of the property rights of the

terminating carrier. Some of its property has been taken over and used for

the benefit of another carrier, but no benefit has been given back in exchange.

If an ordinary business firm. had been forced to surrender its goods or supply

its services to an unrelated party for zero compensation, surely the

transaction would count as a taking. The government took the property from

A and then gave it to B, such that A is the poorer and B is the richer when the

dust settles. Bill and keep between unrelated parties is surely a taking for the

benefit of the party who exercises the government-mandated right to bill for

particular calls.

The next stage in the argument asks whether it is possible to identify

some special feature of these network transactions that defeats the charge that

a bill and keep regime works an uncompensated taking. It is possible to distill

three separate arguments from the Commission's NPRM that might account

for that result. (i) The stated need to prevent the LEe's extraction of

monopoly rents. (ii) The possibility that the bill and keep order in fact

supplies the LEe with sufficient compensation by combining separate

transactions. And (iii) the social gain attributable to the reduction in

administrative costs under a simple bill and keep rule. None of these

considerations, alone or in combination displace the logic of the initial

stripped-down transaction.

l. Overcoming the Interconnection Problem. The value of a

communications network lies in the unassailable necessity of offering

seamless connections for any call that originates in one part of the system to

any recipient who is located anywhere else on that network. AllOWing any
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single carrier, especially a LEC, to holdout on the provision of its service, may

produce short-term gains for the holdout but the long-term disruption of the

line leads to the reduction in value across the board. Even though the

Commission is concerned with the risk that "a LEC may extract monopoly

rents for interconnection," (NPRM at page 7) it hardly follows that the only

way to escape this extraction risk is to jump from the frying pan into the fire.

Any risk of extraction is fully countered by the creation of a duty to enter into

interconnection agreements with co-carriers on the network, much as the

common law required common carriers to take the business of all its

customers at a reasonable price, and not lust at whatever price the market

could bear. See Allnut v. Inglis. 12 East 525, 104 Eng. Rep. 206 (lSlO). But the

common law duty was to supply service at a reasonable price, not service at a

zero price, which is what bill and keep requires.

The ideal aspiration is to have the interconnection on terms that

approximate those of a competitive market, as the Commission itself

recognizes. (NPRM at page 4). A competitive market allows both parties to a

contract to recover costs and to earn a profit, which in turn requires that the

terminating carrier receive at least $.20 for the call, an outcome which assigns

to the initiating carrier all the $.10 financial surplus ($.50 -$.40). It may be both

necessary and prudent to impose interconnection duties to overcome the

holdout problem. But it hardly follows that the Commission should propose

to order these interconnections on terms that work an explicit expropriation

in every case to which they are applied Any rate order that guaranteed the

terminating carrier over $.20 would obvlate that holdout problem, secure a

profit for the originating carrier, .9.D..d.. negate the manifest takings violation

introduced by a bill and keep regime. 'The only remaining question is to
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calculate a fair rate of profit on the transaction for each carrier.) The constant

presence of the holdout risk provides no reason for imposing a certain

extraction risk on the terminating carrier Setting the revenues for the

terminating carrier over a minimum of $ 20 obviates the discontinuous lurch

from one extreme to the other.

ii. Combining separate transactions. Thus far, the analysis of bill and

keep focused on a single transaction. Its basic result does not change under

current industry conditions even by grouping together all interconnections

between a CMRS provider and a LEe To see why, assume that we no longer

focus on each individual call, but look at a representative group of 100

identical phone calls, 85 of which originate with the CMRS provider and 15

with the LEC. Under the previous assumptions, the total revenues received

from this operation equal $50, while each carrier bears a cost of $20, leaving a

surplus of $10. Under the proposed bill and keep regime, the CMRS carrier

receives $42.50 of the revenues, while the LEe receives $7.50, assuming the

85/15 percent split. Yet in order to aVOld confiscation to either carrier, the

total revenues must be divided such that each side receives a minimum of

$20. Blending a set of representative transactions reduces the level of

confiscation from 100 percent of the LEC's incurred costs to only 62.5 percent

($12.50 rather than $20.00), a figure that does not come close to eliminating

the problem of confiscation. In contrast, if, as is now the law, the two parties

had been required to negotiate reciprocal interconnector fees in good faith,

then the resulting agreement, no matter what the parties' relative bargaining

power, would guarantee that the carriers receive at least their respective costs,

thereby obViating the confiscation issue
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